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OATH OR AFFIRMATION

I LGaorge—Conwitt Tolw 'L‘- - Jgut'\ {r’ , swear (or affirm) that, to the best of

my knowledge and belief the accompanying financial ;tJatcment and supporting schedules pertaining to the firm of
APS FINANCIAL CORPORATION as

of December 31 20 07 _, are true and correct. I further swear (or affirm) that
neither the company nor any partner, proprietor, principal officer or director has any proprietary interest in any account

classified solely as that of a customer, except as follows:

M B e
R Fign MELINDA B, WENZEL

NOtaIy Public SR L

. % Notary Public, Sate of Texas

This report ** contains (check all applicable boxes): s MyCommission Expires

w (a) Facixig Page. > &7 MAY 15, 2011

A (b) Statement of Financial Condition. ) T

{c) Statement of Income (Loss).

(d) Statement of Changes in Financial Condition.

(¢) Statement of Changes in Stockholders’ Equity or Partners’ or Sole Proprietors’ Capital.

(f) Statement of Changes in Liabilities Subordinated to Claims of Creditors.

(g) Computation of Net Capital.

(b) Computation for Determination of Reserve Requirements Pursuant to Rule 15¢3-3.

(i) Information Relating to the Possession or Control Requirements Under Rule 15¢3-3.

() AReconciliation, including appropriate explanation of the Computation of Net Capital Under Rule 15¢3-1 and the
Computation for Determination of the Reserve Requirements Under Exhibit A of Rule 15¢3-3.

(k) A Reconciliation between the sudited and unaudited Statements of Financial Condition with respect to methods of
consolidation.

(1) An Qath or Affirmation.

[ (m) A copy of the SIPC Supplemental Report. _

O (n) Areportdescribing any material inadequacies found to exist or found to have existed since the date of the previcus audit.

O oOooooood

**For candiﬁd;s_of conﬁzen;mltreatment bf certain porﬁbﬁk— of this filing, see section 240.17a-5 (e)(3).



APS Financial Corporation .

(A wholly-owned Subsidiary of

APS Investment Services, Inc.)
Table of Contents

N . v

Independent Registered Public Accountant’s Report 4
Financial Statements
Statement of Financial Condition 5
Summary of Significant Accounting Policies 6-9
Notes to Financial Statements 10-15




BDO Seidman, LLP 333 Clay Street, Suite 4700
Accountants and Consultants Houston, Texas 77002-4180
1]

A Telephone: (713) 659-6551
Fax: [713) 659-3238

Independent Registered Public Accountant’s Report

The Board of Directors
APS Financial Corporation
Austin, Texas

We have audited the accompanying statement of financial condition of APS Financial
Corporatton as of December 31, 2007 that you are filing pursuant to rule 17a-5 under the
Securities Exchange Act of 1934. These financial statements are the responsibility of the
Company’s management. Qur responsibility is to express an opinion on these financial
statements based on our audit.

We conducted our audit in accordance with auditing standards generally accepted in the United
States of America. Those standards require that we plan and perform the audit to obtain
reasonable assurance about whether the financial statements are free of material misstatement.
An audit includes consideration of internal control over financial reporting as a basis for
designing audit procedures that are appropriate in the circumstances, but not for the purpose of
expressing an opinion on the effectiveness of the Company’s intemmal control over financial
reporting. Accordingly, we express no such opinion. An audit also includes examining, on a test
basis, evidence supporting the amounts and disclosures in the financial statements, assessing the
accounting principles used and significant estimates made by management, as well as evaluating
the overall financial statement presentation. We believe that our audit provides a reasonable basis
for our opinion.

In our opinion, the financial statements referred to above present fairly, in all material respects,
the financial position of APS Financial Corporation at December 31, 2007 in conformity with
accounting principles generally accepted in the United States of America.

Our audit was conducted for the purpose of forming an opinion on the basic financial statements
taken as a whole. The information contained in the supplemental material listed in the
accompanying index is presented for purposes of additional analysis and is not a required part of
the bastc financial statements, but is supplementary information required by rule 17a-5 under the
Securities Exchange Act of 1934, Such information has been subjected to the auditing
procedures applied in the audit of the basic financial statements and, in our opinion, is fairly
stated in all material respects in relation to the basic financial staterments taken as a whole.

B% 5.2130"‘\&»—', LLP

February 25, 2008
Houston, Texas
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December 31, 2007
Assets

Cash and cash equivalents 5 152,894
Deposit with clearing broker 500,683
Receivables from employees and other 424,237
Receivables from affiliates 21,205
Receivables from clearing broker 864,195
Prepaid expenses and other assets . 395,653
Securities owned, at fair value 1,638,048
Deferred tax asset 207473
Furniture, equipment and leasehold improvements, net 72,384
Total assets $ 4,276,772

Liabilities and Stockholder’s Equity

Liabilities:

Payable to parent company and affiliates $ 454,538
Accrued bonuses 1,124,955
Accrued expenses and other liabilities 858,558
Total liabilities 2,438,051

Commitments and contingencies

Stockholder’s equity
Common stock, 10¢ par value, 50,000 shares authorized,

1,000 shares issued and outstanding 100
Additional paid-in-capital 1,116,550
Retained eamnings 722,071

Total stockholder’s equity 1,838,721
Total liabilities and stockholder’s equity s 4,276,772

See accompanying summary of significant accoumting policies and notes to the financial statements.




APS Financial Corporation
(A wholly-owned Subsidiary of

APS Investment Services, Inc.)
Summary of Significant Accounting Policies
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Organization and APS Financial Corporation (APS Financial or the Company) is a wholly-

Nature of Business owned subsidiary of APS Investment Services, Inc. APS Investment
Services is a wholly-owned subsidiary of American Physicians Service
Group, Inc. (APSG). APS Financial, a licensed broker/dealer, provides
brokerage and investment services primarily to institutional and high net
worth individual clients through its principal offices in Austin, Texas.
The Company also provides portfolio accounting, analysis, research, and
other services incidental to its security business to insurance companies,
banks and mutual funds. The Company is registered with the Securities
and Exchange Commission (SEC) and is a member of the Financial
Industry Regulatory Authonty (FINRA).

Securities Transactions Securities transactions and the related commission revenue and expense
are recorded on a trade date basis. Amounts receivable and payable for
securities transactions that have not reached their contractual settlement
date are reported in the Statement of Financial Condition.

APS Financial does not carry or clear customer accounts and all
customer transactions are executed and cleared with another broker on a
fully disclosed basis. The clearing broker has agreed to maintain such
records of the transactions effected and cleared in the customers’
accounts as are customarily made and kept by a clearing broker pursuant
to the requirements of rules 17a-3 and 17a-4 of the SEC and to perform
all services customarily incident thereto. Under this Agreement, the
Company maintained a $500,683 deposit with the clearing broker at
December 31, 2007. Accordingly, the Company operates under the
exemptive provisions of SEC Rule 15¢3-3(k)(2)(i1).

Securities Owned and Securities owned and securities sold, not yet purchased, are reported at
Securities Sold, Not Yet fair value. In the absence of any available market quotation, securities
Purchased held by APS Financial are valued at estimated fair value as determined

by management. The difference between cost and market has been
included in gain (loss) from principal securities transactions in the
statement of income. These investments are subject to the risk of failure
of the issuer and the risk of changes in market value based on the ability
to trade such securities on the open market. Dividend and interest
income received on securities owned is recognized as interest income in
the statement of income.
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APS Investment Services, Inc.)
Summary of Significant Accounting Policies:
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The Company owns 50,000 membership interest units in Walters Bay
International, LLC. The Company believes its investment is not
rcalizable based upon Walters Bay’s earnings. Therefore, the investment
is carried at an estimated realizable value of zero in the Statement of
Financial Condition. '

The Company owns 15,000 warrants for National Lampoon shares of
common stock received as additional compensation for investment
banking services in 2004, Upon exercise of these warrants the Company
will receive restricted shares which will not be readily marketable. These
shares have no cost basis. The investment is carried at an estimated
realizable value of zero in the Statement of Financial Condition.

In 2005, the Company purchased 25,000 units of membership interest in
TeleGrow LLC, an internet services company. As fair value
approximates cost, the investment is carried in the Statement of Financial
Condition at a cost basis of $15,000.

The Company has acted as a placement agent for TechRadium and
Platinum Advanced Technologies where the Company reccived equity
compensation for investment banking services which began in 2004 and
2005, respectively. During 2007, the Company received 17,500 shares
of common stock and 17,500 options (for a total of 140,834 shares and
97,500 options) of TechRadium, and 37,500 shares of common stock and
77,500 options (for a total of 267,500 shares and 197,500 options) of
Platinum Advanced Technologies as compensation for these services.
Both TechRadium and Platinum are private companies which have no
recorded profit and no publicly traded market for their securities and are
carried at an estimated realizable value of zero in the Statement of
Financial Condition.

In 2006, the Company received 297,500 warrants for MV Nanotech
(now Anpath) shares, 36,309 warrants for Lightedge shares, 67,600
warrants and 67,600 shares for Pointserve and 241,800 warrants for
Hydrogen Engine. In 2007, the Company also received 86,667 warrants
for Lightedge shares, 44,128 warrants for Hydrogen Engine shares,
1,262,274 warrants for MLVT, LLC membership interest units, 46,069
warrants for Reed’s Inc. shares, 2,933 warrants for Diabetes Centers of
America, Inc., 119,100 warrants for Cyber Operations shares, 1,600,000
shares and 800,000 warrants for Millenium Biotech, and 150,000 shares
of Wings Over England, Inc, All of the shares and warrants were
received for investment banking services provided to these early-stage
companies and are carried at an estimated realizable value of zero in the
Statement of Financial Condition.
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APS Financial Corporation
(A wholly-owned Subsidiary of |

APS Investment Services, Inc.)
Summary of Significant Accounting Policies

Cash and Cash The Company considers all highly liquid investments (i.c., investments

Equivalents which, when purchased, have original maturities of three months or less)
to be cash equivalents.

Furniture, Equipment Furniture, equipment and leasehold improvements are stated at cost.

and Leaseheld Depreciation on furniture and equipment is provided using the straight-

Improvements line method over the estimated useful lives and amortization of leasehold

improvements is provided using the straight-line method over the lesser
of the estimated useful lives or lease terms of the respective assets,
typically ranging from three to seven years.

The Company reviews its fixed assets for impairment whenever events
or changes in circumstances indicate the carrying value of an asset may
not be fully recoverable, The Company has determined that there has
been no impairment of its furniture, equipment and leasehold
improvements as of December 31, 2007,

Federal Income Taxes APS Financial does not file a standalone federal tax return since its
results from operations are included in the consolidated federal income
tax return of APSG. Based on an informal agreement with APSG, APS
Financial is allocated taxes at a rate of 35% of its pre-tax carnings.
Under this agreement, APS Financial is charged with any tax expense or
credited with any benefits in the year incurred as if the Company had
filed a federal tax return on a standalone basis. Accordingly, APS
Financial has recognized current federal income tax expense of $777,538
and deferred federal income tax expense of $2,144 for the year ended
December 31, 2007, for financial reporting purposes. In addition, the
related current federal income tax payable of $269,454 is included as a
component of the payable to parent company as of December 31, 2007.

Repurchase and Resale Repurchase and resale agreements are treated as financing transactions

Agreements and are carricd at the amounts at which the securities will be
subsequently reacquired or resold as specified in the respective
agreements. There were no repurchase or resale agreements outstanding
at December 31, 2007.




APS Financial Corporation

(A wholly-owned Subsidiary of

APS Investment Servic;es, Inc.)
Summary of Significant Accounting Policies
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Management’s The accompanying financial statements are prepared in conformity with
Estimates and accounting principles generally accepted in the United States of America
Assumptions which require management to make estimates and assumptions that affect

the reported amounts of assets and liabilities and disclosure of contingent
assets and Labilities at the date of the financial statements and the reported
amounts of revenues and expenses during the reported period. Actual
results could differ from these estimates.

Recently Issued Accounting In September 2006, the FASB issued SFAS No. 157, “Fair Value

Pronouncements Measurements,” which is effective for the Company beginning January 1,
2008 and provides a definition of fair value, establishes a framework for
measuring fair value, and expands disclosures about fair value
measurements for future transactions. The Company does not expect the
adoption of this pronouncement to have a material impact on their
financial position or results of operations.

In July 2006, the FASB issued FIN 48, “Accounting for Uncertainty in
Income Taxes,” or FIN 48, which is effective for the Company as of the
reporting period beginning January 1, 2007, The tax position and its
validity is a matter of tax law, and generally there is no controversy about
recognizing the benefit of a tax position in a company’s financial
statements when the degree of confidence is high that the tax position will
be sustained upon examination by the taxing authority. The tax law is
subject to varied interpretation, and whether a tax position will ultimately
be sustained may be uncertain, Under FIN 48, the impact of an uncertain
income tax position on the income tax provision must be recognized at the
largest amount that is more-than-likely-not to be sustained upon audit by
the relevant taxing authority: An uncertain income tax position will not be
recognized if it has less than a 50% likelihood of being sustained. FIN 48
also requires additional disclosures about unrecognized tax benefits
associated with uncertain income tax positions and a recongiliation of the
change in the unrecognized benefit. In addition, FIN 48 requires interest
to be recognized on the full amount of deferred benefits for uncertain tax
positions. An income tax penalty is recognized as expense when the tax
position does not meet the minimum statutory threshold to avoid the
imposition of a penalty. The Company adopted FIN 48 during 2007, and
has determined that there is no effect to the financial statements based
upon its application of the standard.




1.  Receivables From
and Payables to
Clearing Broker

2.  Related Party
Transactions

APS Financial Corporation
(A wholly-owned Subsidiary of

APS Investment Serwces Inc.)
Notes to Financial Statements

The Company’s agreement with the clearing broker provides that the
Company’s assets held by the broker, including but not limited 1o,
securities, deposits, monies and receivables, secure the Company’s
obligations to the clearing broker. At December 31, 2007, there was an
account receivable from the clearing broker related to unsettled
transactions of $864,195,

APS Financial reimburses APSG for its pro rata share of income tax
benefits or expenses. The net balance due to APSG as a result of the
allocation of the Federal income tax payable was $269,454 at
December 31, 2007. The Company is allocated various overhead
expenses, depreciation and profit sharing, which totaled $518,800 during
2007. As of December 31, 2007, the Company owed APSG and its
affiliates $185,084 for intercompany expense reimbursements.

APS Financial has made advances to certain employees, which have an
outstanding balance of $423,188 at December 31, 2007. These
employee advances bear no interest.

APS Financial advanced funds during 2007 for certain operating
expenses 10 APS Asset Management, Inc. (another subsidiary of APS
Investment Services). For the year ended December 31, 2007, amounts
advanced to APS Asset Management, Inc. were $65,452. As of
December 31, 2007, $5,828 of these advances are still outstanding,

APS Financial advanced funds totaling $856,874 during 2007 to APS
Capital, Inc. (another subsidiary of APS Investment Services). As of
December 31, 2007, $15,377 of these advances are still outstanding. In
addition, APS Capital advanced $1,467,658 to APS Financial for referral
fees on completed bank debt and trade claims transactions during the
year. As of December 31, 2007, none of these referral fees were still
outstanding.

During the year ended December 31, 2007, APS Financial recorded an
expense of $113,000 for consulting fees paid to a member of its Board of
Directors, which is included in general and administrative expenses on
the Statement of Income.
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APS Financial Corporation
(A wholly-owned Subsidiary of

APS Investment Services, Inc.)
Notes to Financial Stétements

|

3. Regulatory Net APS Financial, as a fully registered licensed broker dealer in securities,
Capital Requirements is subject to the Securitics and Exchange Commission Uniform Net
Capital Rule (Rule 15¢3-1). Under this rule, APS Financial is required
to maintain a minimum “net capital” to satisfy Rule 15¢3-1. At
December 31, 2007, the minimum “net capital” requirement for APS
Financial was $162,537. “Net capital” at December 31, 2007 was
$913,754. The ratio of aggregate indebtedness to net capital was 2.67 to
1 as of December 31, 2007 and was in compliance with applicable
requirements, where the maximum allowable ratio of aggregate
indebtedness to net capital is 15 to 1.

4.  Relevant Current In 2005 the Company incurred a charge of 3$160,000 due to
Year Events management’s determination that certain receivables were of doubtful
collectibility. In 2006, $85,000 of this was repaid by the borrower, and
in 2007 the remaining balance of $75,000 plus $23,858 in interest was
collected. The $75,000 repayment is reported in Investment Recovery of
Prior Year Write-Off on the Statement of Income. The $23,858 interest

is included in Interest Revenue on the Statement of Income.

11
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APS Financial Corporation
(A wholly-owned Subsidiary of -
APS Investment Services, Inc.) ‘

Notes to Financial Stgtements

5.  Furniture, Furniture, equipment and leasechold improvements consists of the
Equipment and following at December 31, 2007:
Leasehold Useful
Improvements Lives :
(Years) Amount
Fumniture and fixtures 5 § 153,741
Office equipment 3-7 52,469
Computer cquipment 3 142,352
Leasehold improvements 5 88.040
Software 5 63,546
Total property and equipment - 500,148
Less, accumulated depreciation and
amortization (427,764)
3 72,384

6. Commitments and Leases
Contingencies

APS Financial maintains several non-cancelable operating leases,
primarily for office space, equipment, and software that expire through
December 31, 2011, These leases generally contain renewal options for
varying periods. Rental expense for operating leases during 2007 was
$126,044 for occupancy leases and $480,970 for equipment and sofiware
leases, which are included on the face of the Statement of Income and in
occupancy and general and administrative expense, respectively.

Future minimum lease payments under the non-cancelable operating
leases as of December 31, 2007 are:

Year ending December 31, Amount
2008 5 640,257
2009 239,293
2010 144,168
2011 144,670
Total $ 1,168,388

12
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Legal Matters

The Company is involved in various legal actions and other claims
arising in the ordinary course of business. The Company believes it is
unlikely that the final outcome of any claim or litigation to which the
Company is a party will have a material adverse effect on the Company’s
financial position, results of operations, or cash flows; however due 1o
uncertainty of litigation, there can be no assurance that the resolution of
any particular claim would not have a material adverse effect on the
Company’s financial position, resuits of operations, or its cash flows.

7.  Financial Instruments APS Financial is responsible to its clearing broker for payment of all
with Off Statement of transactions executed both on its behalf and on behalf of its customers.
Financial Condition  Therefore, APS Financial is exposed to off statement of financial

Risk and condition risk in the event a customer cannot fulfill its commitment and
Concentration of the clearing broker must purchase or sell a financial instrument at
Credit Risk prevailing market prices. APS Financial and its cleaning broker seek to

control risk associated with customer transactions through daily
monitoring to assur¢ margin collateral is maintained under regulatory
and internal guidelines.

APS Financial clears all of its transactions through clearing accounts and
is therefore exposed should the clearing broker be unable to fulfill its
obligations for sccuritics transactions.

APS Financial deposits its cash and cash equivalents with high credit
quality institutions. Periodically such balances may exceed applicable
FDIC insurance limits. Management has assessed the financial condition
of these institutions and believes the possibility of credit loss is minimal.

During the year ended December 31, 2007, commission revenues
derived from one customer represented 54% of total revenues. If the
Company ever ¢eased conducting business with this major customer, it
could have a material adverse impact on the operating results of the
Company.

13
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8.

Profit Sharing Plan

APS Financial Corporation

(A wholly-owned Subsidiary of

APS Investment Services, Inc.)
Notes to Financial St{ltements

APS Financial maintains a profit sharing plan under section 401(k) of the
Internal Revenue Code. The plan allows all employees who are over
eighteen years old with more than six months of employment service to
defer a predetermined portion of their compensation for federal income
tax purposes. Contributions by APS Financial are discretionary. APS
Financial incurred a contribution expense in the amount of $112, 591 in
fiscal 2007. The contribution is included in employee compensation and
related benefits in the accompanying Statement of Income.

In 2005, the Board of Directors of APSG approved the “American
Physicians Service Group, Inc. Affiliated Group Deferred Compensation
Master Plan” (Deferred Compensation Plan), a non-qualified
compensation plan designed to give APSG more flexibility in
compensating key employees and directors throngh ownership of their
common stock. Under the Deferred Compensation Plan, APSG may
elect to defer a portion of an employee’s or director’s (“participants™)
incentive compensation in the form of a deferred stock grant. Shares
become eligible for withdrawal with the passage of time and participants
may withdraw eligible shares upon attaining the age of sixty or upon
leaving service. Participants may withdraw all shares credited to them
ratably over four years, provided they have entered intc a non-
competition agreement with APSG. Stock grants are expensed in full as
they are granted and immediately vest upon grant. The amount of the
expense is based upon the market value of APSG stock at the date of
grant. APSG has designed this to be an unfunded plan. Shares to be
withdrawn will be purchased in the open market or issued from the
authorized shares. At December 31, 2007, the Company has been
allocated $52,500 related to grants made to participants of the plan,
which is included in employee compensation and related benefits
expense on the Statement of Income.

During 2004 the Company entered into an additional deferred
compensation agreement, where contributions are to be made on an
annual basis. These contributions vest over a five-year period, and are
based upon continued employment with the Company. During 2007, the
Company contributed $183,184 to this plan. The unvested portion of
this plan totals $287,309 at December 31, 2007, and is classified under
Prepaid Expenses and Other Assets on the Statement of Financial
Condition, while the amount vested during 2007 totaled $91,176, and is
classified as Employee Compensation and Related Benefits on the
Statement of Income.
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APS Financial Corporation
(A wholly-owned Subsidiary of
APS Investment Servicgs, inc.)

Notes to Financial Statements

9.

Income Taxes

Deferred income taxes reflect the net tax effects of temporary differences
between the carrying amounts of assets and liabilities for financial
reporting purposes and the amounts used for income tax purposes.
Significant components of the Company’s deferred tax assets as of
December 31, 2007 are as follows:

Amount

Accruals not currently deductible for tax purposes b 203,330
Excess tax basis over financial statement carrying

value of fumiture, equipment and leaschold

improvements 4,143

Deferred tax assets, net 3 207473

Realization of the Company’s deferred tax asset is dependent on future
taxable income. The Company has recognized its deferred tax assets
since the Company believes that it is more likely than not such assets
will be realized.

The Company’s ¢ffective tax rate for the year ended December 31, 2007
was 35.2%.

See Note 2 for disclosure of Federal income tax payable to APSG.




